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TIPS FOR BUSY READERS
MARY F. HALL, CPA, Editor
“Ethical Standards of the Accounting Profes­
sion,” John L. Carey and William O. Doherty, 
American Institute of Certified Public Ac­
countants, 1966, 330 pp., $5.
This new book is a successor to, rather than 
a revision of, John L. Carey’s “Professional 
Ethics of Certified Public Accountants” pub­
lished in 1956. While it retains the general plan 
of the earlier book, the present volume is a 
drastic alteration partially necessitated by the 
many changes in the professional rules in the 
past decade. The sixteen rules that composed 
the Institute’s Code in 1956 have grown to 
twenty-one in 1966 with many of the older rules 
revised in response to the changing conditions 
of professional practice. Perhaps the best known 
revision is the new rule on independence 
adopted in 1962 to replace the old Rule 13.
Of particular value to accountants seriously 
interested in the ethics of the accounting 
profession are Appendix C and Appendix D, 
“Numbered Opinions of the Committee on Pro­
fessional Ethics” and “Summaries of Informal 
Opinions of the Committee on Professional 
Ethics.” These “opinions” give the committee’s 
reasoning in the application of rules to specific 
situations or problems, thus by example furnish­
ing valuable guides to the practitioner faced 
with a problem involving ethical considerations.
This highly readable book produced by two 
staff members of the American Institute of Cer­
tified Public Accountants will benefit all cer­
tified public accountants who read it.
I would further challenge all accountants and 
accounting students to read it in order that 
they may have a more informed appreciation 
of the ethical standards to which the CPA ad­
heres.
M. F. H.
“Four Reports on How the IRS is Using its 
New Data Processing System Today,” Messrs. 
Meek, Barron, Jack, and Hertzog, The Journal 
of Taxation, May, 1966, Volume 24, Number 
5.
First in the series of four articles dealing 
with current tax administration procedures is 
“ADP’s Tax Administration Revolution,” by 
Everett L. Meek, Director of the IRS Central 
Service Center, Cincinnati. The installation of 
the new ADP system will be completed with 
the phasing-in during 1967 of all individual 
returns not yet incorporated in the files. The 
advantages, effects, and problems of the auto­
mated system are discussed by Mr. Meek and 
are of interest to all taxpayers.
The second article, by Dean J. Barron, Re­
gional Commissioner in Philadelphia, is en­
titled “The Processing Cycle: What Happens 
From Filing Date to Action Date.” The Mid­
Atlantic Region is already processing both busi­
ness and individual returns by computer. At its 
present stage of refinement, the processing sys­
tem allows a nine-day cycle for the movement 
of each individual return. Much of this time is 
still taken up by manual batching operations 
preparatory to computer action. Keypunching, 
card to tape conversion, verification, tape cor­
rection, and cash balance verification precede 
the transfer of magnetic tape files to the Na­
tional Computer Center, where each taxpayer’s 
master file is updated. Analytical reports dis­
close those who have failed to file, owe taxes 
for previous years, have filed duplicate claims, 
or show discrepencies calling for audit. By 
the end of 1967 all returns will be subjected 
to comprehensive scrutiny.
“Man v. Machine: Routine Correspondence 
Now Carried on by IRS Computers,” by Robert 
L. Jack, Assistant Commissioner for Data Pro­
cessing, IRS, Washington, D.C., and “How the 
Chief Counsel’s Office Uses ADP in Litigation 
of Cases,” by R. P. Hertzog, Associate Chief 
Counsel of the IRS, are of considerable in­
terest to the tax practitioner, as well as to the 
taxpayer. Mr. Jack states that apparent delin­
quencies are resolved in large numbers through 
computer-produced inquiries, with the result 
that only a final hard-core list must be trans­
ferred to field offices for investigation. Com­
puter mailouts prior to transfer of files to the 
national center include notices of mathemati­
cal error and requests for missing schedules. 
Post-audit settlement notices also are machine 
produced.
The use of ADP in the litigation of cases has 
greatly increased, due to a technological revo­
lution in legal research. According to Mr. Hert­
zog, the Chief Counsel’s office last year handled 
over 26,000 civil litigation matters and 1,200 
criminal cases. At the end of the year over 
11,000 cases were pending in the Tax Court 
and over 3,300 refund suits were pending in 
the Federal courts. To maintain consistent po­
sitions the Chief Counsel’s Office must have 
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quick access to materials for research and 
coordination. RIRA (Reports and Information 
Retrieval Activity), a branch of the Operations 
and Planning Division, services this need. A 
Uniform Issue List, keyed to the 1954 Code, 
•enables attorneys to classify and coordinate 
their cases, Monthly printouts produce inven­
tories of cases, listed by docket number and 
abstract microfilm number, with references to 
positions taken by the Service and to current 
status or disposition. By studying a group of 
related cases together, researchers also may aid 
the elimination of developing problem areas in 
the tax law by recommending new legislation 
or by suggesting the amendment of regula­
tions.
Dr. Virginia R. Huntington, CPA 
Arizona State University 
Tempe, Arizona
“Corporate Giving: A Note on Profit Maximi­
zation and Accounting Disclosure,” Grace 
Johnson, Journal of Accounting Research, 
Volume 3, Number 1, Spring 1965.
Orace Johnson is Assistant Professor of Phar­
macy Administration at the University of Illi­
nois. His article deals with the possible motives 
and reports of a group of seventeen pharma­
ceutical companies who participated in do­
nations of product to the American Red Cross 
for the ransom paid to Cuba after the Bay of 
Pigs invasion.
First, Mr. Johnson shows that under certain 
circumstances, it may be profitable for a firm 
to donate products. The government allows the 
firm to deduct as a contribution “the 1 
price at which the goods are regularly sold to 
the contributor’s usual customers.” Therefore, 
the firm can deduct an amount above his total 
cost of production and operation. The author 
gives equations for profit from sales and prof­
its from gifts and concludes that profits from 
gifts will vary indirectly with manufacturing 
costs and directly with the tax rate and non­
manufacturing costs. Of these three, the tax 
rate is the dominant factor. Of course, the 
amount of gifts allowed are limited by the 
government to 5 % of pre-tax income computed 
without reference to the contributions, but 
contributions may be carried forward for five 
years.
In the second part of his article, Mr. Johnson 
exhibits five alternative situations; capacity is 
assumed to be the same in each situation and 
he varies sales and gifts (both cash and prod­
uct). He compares the actual cost to the com­
pany and benefits received in tax savings from 
each.
Part three of his article deals with the re­
ports of the seventeen pharmaceutical firms 
Johnson examined. Statistics have been pub­
lished by the Pharmaceutical Manufacturers 
Association concerning contributions for the 
industry for 1961. The pledges for the ransom 
in 1962 (by less than 30% of the total firms) 
exceeded all contributions made by the entire 
industry in 1961. Nine firms examined did 
disclose their contributions in their annual 
reports and of these, two revealed that tax re­
ductions which resulted were transferred to 
their foundations. Since the foundations are 
non-profit organizations, these second contri­
butions, this time to the foundations, would 
also be tax-deductible, creating a second round 
of tax benefits.
A number of the other firms, whose names 
were announced by the American Red Cross, 
did not mention their donations in their an­
nual reports. The author concludes that some 
may have feared stockholders’ reactions against 
ransom; some may not have thought the amount 
contributed significant. The author groups the 
seventeen firms in his study into two groups— 
those disclosing and those not disclosing the 
contribution. Comparing correlations between 
each group’s gift to pre-tax income ratio and 
its liquid interval (average current assets di­
vided by average firm expenditures) a positive 
correlation exists for the disclosing group, and 
a high negative correlation exists for those who 
made no mention of the gift. He states: “If 
the firms acted truly out of a philanthropic 
concern for humanity, and if there were a uni­
form distribution of this motive, then the li­
quid ability to contribute would be a major 
factor in the rate of giving. That is, we should 
expect to observe a high positive correlation 
between the liquid interval and the ratio of 
gift to pre-tax income. . . . On the other hand, 
the profit maximizing firm would maintain a 
minimum amount of assets in liquid form. . . . 
Then we should expect a high negative cor­
relation.”
A study of this kind, the author readily ad­
mits, does not prove that the gifts were moti­
vated by profit-seeking, nor that the one 
group of firms was philanthropic while the 
other was not. However, he does conclude that 
in certain situations, a firm can profit from 
gifts—especially gifts of product—and that 
“contrary to folklore, a gift horse should be 
looked in the mouth.”
Dr. Marie E. Dubke, CPA 
Central Michigan University 
Mount Pleasant, Michigan
(Continued to page 13)
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HOW CLOSE TO BANKRUPTCY ARE YOU?
(Continued from page 12)
Conclusion
After having studied the most obvious causes 
of business failures, one feels justified to con­
clude that the majority of business casualties is 
caused by lack of knowledge and partial or 
total inexperience of management.
Throughout our study we found obvious sim­
ilarities between an ailing business and a hu­
man being suffering from various diseases. 
Some of the causes of business failure were 
even comparable with human ailments. Over­
investment in various assets slows down their 
turn-over, impairs the working capital position 
and adversely affects the over-all profitability, 
just as over-weight of a human being strains 
unduly various organs and impairs the over­
all well-being of the individual. Lack of work­
ing capital and cash may slowly paralyze oper­
ations, just as a condition of anemia in a human 
creates listlessness and growing loss of energy.
Most ailments of a business, just like those of 
a human being, are fairly easily curable when 
detected at an early stage, while when permitted 
to grow, only drastic measures, such as a com­
plete reorganization or an operation might pre­
vent the final tragedy.
Periodic check-ups by professional authori­
ties, such as accountants or business analysts, 
are therefore a vital necessity. And just like 
with people, where preventive measures are 
the best medicine, business management also 
should take advantage of the various preventive 
control tools developed over the past decades 
for assisting and enabling him in creating and 
maintaining a sound, healthy and growing 
enterprise.
The fact that failure or success of a business 
depends primarily on the knowledge and skill 
of management and its effective use on quantita­
tive data as supplied by accounting is just as 
true today as it was centuries ago when a Lon­
don Merchant asked the following crucial 
question:
“Is it not as impossible that a merchant 
should be prosperous in trade without 
being a thorough-pac’d accountant, and 
having all other accomplishments suitable 
to the nature of his great employ, as that 
a mariner should conduct a ship to all 
parts of the globe without a skill in navi­
gation?”4
4 “The World of Business” Volume 1, p. 60, 
Harvard Business School.
—A Merchant of London (Ca 1700)
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(Continued from page 10)
“We Control Costs at Their Source,” Art 
P. Jarrett, National Association of Account­
ants Management Accounting, February 
1966, Volume XLVII Number 6.
Since one of the effective ways to increase 
profits is to control costs, this article should 
be of interest to all manufacturing companies. 
Also, some of the ideas presented might be 
applied in business not engaged in manu­
facturing. Basically the plan for controlling 
costs in the Anderson Electric Corporation, 
Leeds, Alabama, involves recognizing the im­
portance of communication with “line” super­
vision and making use of an operational format 
which encompasses profit plan guidelines found­
ed upon communication and togetherness. 
The company has adopted a system of evalua­
tion and communication which measures labor 
efficiency, regulates personnel employment, 
and controls expenditures of the manufacturing 
division. The foremen help to prepare the 
company’s flexible budget and then receive 
weekly status reports in terms understandable 
to them. The company also uses monthly sales 
forecasts, production and inventory control 
procedures, and budgets developed for cost 
centers.
An unusual feature of the system is that 
after the monthly production format has been 
accepted, and after support and responsi­
bility have been established for its execution, 
the financial guidelines become manufacturing 
control values. Expense vouchers and obliga­
tory requisitions are the foremen’s responsi­
bility. An obligation procedure is used for all 
manufacturing values requiring a purchase 
commitment. Ledger cards show at all times 
charges depleting, or adjustments realigning, 
the unobligated cost and expense values of the 
current month. Manufacturing control values 
are posted to expense ledger cards for each 
manufacturing department at the beginning 
of the month, and supply and expense requisi­
tions received from the foremen are posted 
during the month to reduce the budgeted 
amount. The unencumbered account balance 
remaining is indicated upon each requisition 
prior to scrutiny and confirmation by the 
operations manager. Nonapproved requisitions 
are returned immediately to originators for a 
personal request or additional information 
relative to their urgency. The purchasing de­
partment processes only those requisitions 
which come within the budget and are ap­
proved by the operations manager. Trial bal­
ances of unobligated account values are pre­
pared weekly and over-expenditures are ex­
plained at weekly plant staff meetings.
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The weekly reports mentioned earlier in 
this review include one which compares budget 
and actual figures, and one which analyzes 
direct labor performance and indirect labor 
utilization. These reports are illustrated and 
explained in the article.
Mary E. Burnet, CPA 
Rochester Institute of Technology 
Rochester, New York
“The Case of the Profitable Bloodhound,” J. F. 
Flower, Journal of Accounting Research, 
Volume 4, Number 1, Spring 1966.
The “Bloodhound” in question is a missile 
which was produced by Ferranti Ltd., a lead­
ing manufacturer of electronic equipment in 
England. It was built for England primarily 
although it was sold to Sweden and Australia 
too in competition with the American Nike 
missile.
The article deals with a government investi­
gation which revealed that Ferranti made an 
astronomical profit on its sale of the missile to 
the British government. Subsequently, Ferranti 
agreed to repay the government almost 75% of 
the profit it made on the contract. This still 
allowed Ferranti to retain a profit of 22% on 
cost.
The article reviews some of the major types 
of contracts which ordinarily are entered into 
between governments (theirs and ours) and in­
dustry. The author very briefly discusses the 
pros and cons of the various types. The problem 
is to induce the industrial firm to be as efficient 
as possible—to reward them in fact—if they 
are able to reduce costs. Yet the government 
should pay only a fair price for the product.
Problems arise if the prices are set on the 
basis of forecasts and estimates. The company 
wants compensation for its risks and for un­
foreseen problems involved when dealing with 
a new situation. Yet the government wants a 
guarantee of efficient operations and the lowest 
cost possible. The usual pricing procedure in 
Britain is as follows: three teams, which never 
meet, are responsible for reporting findings on 
direct costs and overhead rates for the firms, 
and a “fair” profit rate to the Director of Con­
tracts in the British Ministry. These are merely 
recommendations, and the Director can accept, 
combine, average, or disregard any or all of 
the figures of the teams. He alone is responsible 
for deciding the type of contract to be used— 
fixed-price, cost-plus or target-cost.
In the case cited, which is most delightfully 
described and most interesting to read, the 
author concludes that there were several signifi­
cant errors made. First, the Director of Con­
tracts picked a fixed-price contract, although 
the price was not agreed upon until the con­
tract had been virtually completed. At that 
point, actual costs were available for the major 
portion of the contract and he could have used 
actual costs rather than the estimates which he 
used.
The major weakness in the system, however, 
was the fact that an overhead rate was used. 
The rate exceeded 500% and was based on di­
rect labor; therefore, any error in direct labor 
was greatly amplified in the total price. The 
overhead error was more than five times the 
error in direct labor, and profit was a percent­
age of total cost. The author indicates that a 
different definition of “direct labor” would have 
reduced the overhead rate to 300%. Also, the 
work done by the three teams took 1,000 man­
days; of this, most of the time was unwisely 
spent on analysis of direct labor which 
comprised only 8% of the total cost. “Perhaps 
if only one man-day had been spent in 
assessing the government’s share of the over­
head”—that is, the ratio of government work 
done to total work done in the plant and the 
total overhead for the plant—“a more accurate 
estimate of total costs would have been 
achieved.”
Unhappily, even Ferranti has suffered. The 
Company actually did an outstanding job of 
producing the missile. It delivered the missiles 
only six weeks later than the target date which 
had been set four years earlier. The Company 
is wholly owned by one family and their divi­
dends and directors’ fees are modest; most of the 
profits are directed into research. Much of the 
profit was paid to the government in taxes long 
before the investigation. The Firm had been too 
efficient and its major fault was that “its be­
havior can be described as commercially im­
prudent and undiplomatic.” In the end. it did 
agree to pay back to the government most of 
the cost savings which it had realized, but this 
did not wipe out the effect of the bad publicity 
which it received all during the investigation.
The author, who is Lecturer in Accounting 
at the London School of Economics and Polit­
ical Science, believes that this article should 
be of interest to American readers especially 
since Secretary of Defense Robert McNamara 
is currently advocating fixed-price contracts 
here. Mr. McNamara firmly believes that the 
government will end up with lower prices, de­
spite higher profit margins to the manufacturer, 
because of the strong incentives which the 
manufacturer has to limit his costs. Theoretical­
ly he is correct; let’s hope, though, that the- 
accountants preparing the cost estimates bene­
fit from the lessons illustrated in the “Blood­
hound” case.
Dr. Marie E. Dubke, CPA 
Central Michigan University 
Mount Pleasant, Michigan
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